Abstract: Local governments often enjoy "home rule," in the sense that they are able to initiate legislation concerning municipal affairs without obtaining the prior consent of the state legislature. At the same time, these localities often are able to exercise limited discretion over revenue raising. In theory, at least, the inability to raise funds constrains the exercise of substantive home rule authority. Moreover, the specific restrictions that states often impose on municipalities instantiates a particular, non-redistributive view of local government and, by restricting the set of fiscal tools that are available to the locality, arguably causes deviations from an ideal market for residence. This Article discusses the constraints that localities often face with respect to imposing taxes on residents and issuing debt to pay for capital projects. While there are plausible explanations for these limitations, restrictions on fiscal home rule must ultimately be weighed against the distortions that they cause when localities seek to circumvent limitations. Reliance on market mechanisms to select a locality's taxing and debt structure may produce superior results.
significant percentage of New York City's revenues. But the phenomenon, if not the degree, is common to other municipalities as faltering property values and job losses reduce tax and business receipts on which cities depend.
In theory, these reductions could be offset, at least in part, by local revenue raising initiatives. Wholly apart from fiscal capacity to increase revenues without inducing firms and individuals to exit the jurisdiction, however, the legal capacity of home rule cities to raise revenue is a prime example of the diverse meanings of local autonomy. In some jurisdictions, the constitutional grant of home rule entails the power to impose taxes. In others, however, authority to impose taxes is explicitly exempted from the constitutional grant. In still others, home rule cities are allowed to impose some taxes, but not others. Judicial interpretation of home rule has imposed further restrictions. For example, the Colorado Supreme Court has narrowly interpreted the scope of fiscal home rule to deny cities the capacity to enact a local income tax. 4 Finally, even where the home rule grant is silent with respect to revenue raising, general provisions of state constitutional law such as debt limitations, tax limitations, balancedbudget requirements, and limitations on fees and charges may restrict municipal fiscal powers.
In a sense, the very notion of restricting revenue raising by home rule municipalities seem oxymoronic. Chief Justice Marshall's equation of the power of states to tax a federal entity as the power to destroy 5 has an unspoken corollary; the power to deny taxing authority has the same effect. Shorn of the capacity to raise revenue, the ability of home rule municipalities to realize the objectives of decentralized governments would be vulnerable to the very interference by the state that home rule presumably displaced. For a state to embrace home rule as a doctrinal matter, but then to maintain a monopoly over the means of financing the projects that localities 4 City and County of Denver v. Sweet, 329 P.2d 441, 447 (Colo. 1958). 5 McCulloch v. Maryland, 17 U.S. 316 (1819).
wish to pursue undermines much of the scope of local autonomy. Any justification for legal restrictions on revenue raising, such as to constrain inefficient expenditures by public officials, must still be compared to potential alternatives for achieving the same objective, such as the market for residence and mobile capital, that might have different impacts on the objectives of decentralization.
To see why this is the case, consider the various rationales that are proffered for decentralization. The primary economic justification for decentralization is reflected in the enormous body of literature that followed Charles Tiebout's pure theory of a market for residence. In this account, the variety of local governments allows prospective residents and firms (at least those who have mobility and information about different jurisdictions) to migrate to areas that offer a preferred bundle of goods and services at a particular tax price. In this idealized competition for mobile capital, localities are induced to provide local public goods at prices that reflect the same marginal cost principles that would prevail in a market for private goods under perfect competition. Failure to deliver desired services, or to finance services that are provided through a mechanism consistent with residents' preferences means losing residents and tax base to competitors. In the happy version of the Tieboutian story, interlocal competition creates a race to the top as localities strive to offer preferred goods and services in as efficient manner as possible in order to avoid exit by mobile capital to more hospitable jurisdictions and individuals and firms locate in those jurisdictions where they can be most socially productive.
The variety of local governments that efficiently offer different bundles of provision of local public goods increases welfare as more individuals are able to realize their preferences than would be possible in a more heterogeneous centralized jurisdiction. In a jurisdiction of 1000 residents, 600 of whom desire municipal funding of a new stadium and 400 of whom do not, the majority can impose its will on the minority. If the dissidents live in a jurisdiction of their own, the majority can fund the stadium it desires, while the minority can forgo that project altogether.
The assumptions that one must make in order to realize the Tiebout result -concerning perfect mobility, absence of externalities, and information about a large number of jurisdictionsare obviously too heroic to reflect real world conditions. Nevertheless, with some caveats that I will discuss, there does exist significant empirical evidence to support this happy story of raceto-the-top fiscal competition. 6 In this manner, local governments can provide the goods and services that residents prefer or define the functions of the community that presumably favor decentralized government over more regional or statewide definition. Pursuit of decentralized conceptions of local autonomy, however, typically entails a funding mechanism. Constraints on the fiscal tools that municipalities are allowed to utilize necessarily interfere with Tiebout sorting of the type that we think recommends the use of decentralized governments to attract residents who desire certain goods and services and therefore provide local public goods efficiently. That is, the restrictions interfere with interlocal competition for residence and mobile capital by privileging some forms of revenue raising and disfavoring or prohibiting others, notwithstanding that local decisions about these matters would better serve municipal purposes. As Wallace
Oates notes, models of local government competition that lead to efficient results rely on assumptions that the localities have access to the full range of fiscal and regulatory policy instruments. 7 The standard principle for recognizing the benefits of sorting is Tiebout's argument that, under some very strict conditions, local governments compete in a market for residence. They offer goods and services that they believe will attract both individuals and firms, mobile capital, and charge amounts that potential residents are willing to pay.
One does not have to accept the Tiebout hypothesis as either a descriptive or positive matter to understand that constraints on the fiscal tools locality interfere with the ability of local governments to realize the benefits of decentralization. The recent investigation by Professors Gerald Frug and David Barron, who reject many of the implications of the competitive model of local government, into the scope of autonomy enjoyed by different municipalities decry the constraints on revenue raising that the city of Boston suffers compared to other cities such as Chicago and Denver.
8 Frug and Barron contend that arguments about local autonomy are misconceived insofar as they focus on longstanding debates about whether cities should pursue developmental or redistributive policies, growth or no-growth policies, or use-value or exchangevalue policies. 9 Urban institutional structures, they argue, should permit cities to consider a more robust set of opportunities that transcend the dichotomous choices that conventional theory has imposed on them. Even if cities desire to explore novel options for their environments, the authors recognize, the success of the venture will largely depend on the legal authority of cities to implement their visions. Among the primary mechanisms that Frug and Barron identify as prerequisites to local imagination is fiscal autonomy. As they conclude, the set of revenue tools that a city employs necessarily affects the policies it wishes to implement. Withholding taxing power from home rule cities, moreover, does not simply threaten to forestall particular projects that the locality has identified as worth pursuing. It has a more subtle, and potentially more notorious consequence of instantiating a particular view of the proper role of cities. The power to tax is typically defined in a manner that pertains only to those exactions that meet two conditions: the proceeds of the exaction flow into the general fund of the local treasury, and the amount payable is not based on the provision of specified goods or services to the payer. Exactions that do not satisfy these criteria, such as tolls, service charges, assessments, and user fees that are benefit-based typically fall outside restrictions on taxes. The inherently ambiguous distinction between a fee and a tax gives rise to a wealth of litigation, as municipalities seek to circumvent limitations on taxing authority by denominating as valid fees exactions that payers then challenge as invalid taxes. is, fees and charges can be imposed in amounts that reflect the cost of the service conferred on the payer or the benefit received by the payer, but no more. 19 This is a perfectly rational mechanism for defraying the cost of publicly provided services. Localities provide local public goods such as garbage collection or road paving in order to solve collective action problems that would cause these goods to be undersupplied, relative to demand, if their provision were left to the marketplace. Once the locality decides to provide a local public good, however, it may be perfectly appropriate for the locality to charge for that service using the same principles of marginal cost pricing that a private provider would charge under ideal competitive circumstances. 20 Any other pricing mechanism would cause residents who would be willing to pay the cost of providing the service to avoid it (if the governmentally imposed charge is too high) or would cause residents who don't value the service as much as it costs to utilize it anyway (if the charge is too low). If the good is being provided to compensate for a private market failure, either of these results would cause a misallocation. In addition, benefit-based charges with marginal-cost pricing provide relatively accurate signals to local officials concerning the preferences of residents for particular services, thus ensuring with more precision than elections (which are infrequent and require binary votes on a whole package of services)
that localities provide the services that residents desire, as evidenced by their willingness to pay for them. 21 In short, fee-based services are likely to improve the efficiency of government provision by mimicking competitive pricing models and delivering only those services that residents value in amounts at least as great as their cost. This is not to say that government should never vary from competitive pricing in order to redistribute wealth. It is only to say that when localities act to correct a market failure rather than for redistributive purposes, marginal cost-based fees are a reasonable means of exacting payment.
Perhaps these advantages of benefit-based exactions explain the decreasing importance of property taxes, and the narrow use even of home rule localities of local sales or income taxes.
According to Krane, Rigos, and Hill, property taxes account for more than 75 percent of municipal revenues in only three states, and for less than 40 percent in eight states. 22 Charges and user fees account for between 30 and 50 percent of municipal revenues in 12 states. 23 One might initially believe that these exaction dilutes any claim about municipal impotence for home rule municipalities that lack taxing authority, since taxes comprise a substantial, but incomplete, share of municipal revenues. But the distinction between taxes and fees informs the point that I
am making about the conception of cities implicit in the denial of home rule authority to tax. To conclude that home rule local governments properly utilize benefit-based exactions where they desire to match benefits and burdens seems a far cry from saying that they should be constrained from using alternative revenue raising devices, such as taxes that are predicated on ability to pay should local officials believe that the alternatives will advance other policy objectives. The greater constraints that many jurisdictions suffer in utilizing taxes induces localities to employ alternatives, even where doing so is less consistent with municipal policy objectives concerning the incidence of payment for municipal services. While local governments have a crucial role to play in the allocation of local public goods, the effect of privileging fees over taxes is to deny 22 See Krane, Rigos, & Hill at 490 Table A15 . Results were not reported for six states. 23 Id.
home rule municipalities the same discretion to engage in redistribution or to encourage or discourage favored or disfavored local activities.
From the perspective of the market for residence and mobile capital, these restrictions seem particularly anomalous. I have suggested above that localities can thicken the market for residence by selecting fiscal tools that they believe will attract desired firms and individuals.
State constraints on the set of fiscal tools that localities can select perversely restrict that market.
For example, localities may seek to attract populations that require redistributive services in order to provide support services for high-income earners, where doing so increases a population that increases net local revenues. Those of us who experience the joys of New York understand that predicate for diversity of culture, restaurants, and intellectual stimulation depends heavily on attracting both national and international immigrants, many of whom will require redistributive services in the short run. 24 To the extent that restrictions on fiscal home rule imply that localities should do nothing other than address market failures, they artificially confine the ability of cities to experiment with distributive programs that are explicitly related to attracting mobile capital and that can serve as models for more centralized levels of government.
Moreover, those constraints have what, at least initially, appear to have perverse consequences. A common critique of the market-for-residence analyses of local governments is that they encourage localities to concentrate on goods and services that disproportionately benefit the relatively wealthy. 25 On this understanding, a city would prefer to enact benefit-based fiscal policies that attract development and the wealthy rather than redistributive policies that underwrite programs that disproportionately benefit the relatively poor. Indeed, the orthodox theory of urban finance suggests that local governments should not engage in redistribution because those who pay redistributive taxes can too easily exit the jurisdiction for benefit-based 27 See discussion infra at text accompanying notes __-__; Gillette, supra note , for a discussion of the distinction between beneficial and more malign uses of local redistribution.
which the central city is the primary beneficiary. Unless one believes that state legislators will systematically be more publicly interested in deciding the proper scope of local taxation than are local officials themselves, there is a risk that making local taxing power hostage to state discretion will disserve the interests of both jurisdictions.
III. The Argument for Limited Fiscal Home Rule
To say that restraints on home rule is problematic is not necessarily to say that unlimited fiscal home rule is desirable. There exist a variety of arguments to support the proposition that fiscal home rule poses its own dangers, and that those dangers will be minimized by allowing the state some discretion over the scope of local revenue raising. One argument could rely on the standard justification for restricting home rule authority -the generation of negative external effects of local action. Home rule localities typically have authority to act only within the sphere of local or municipal affairs. Thus, if local financial decisions have sufficient implications for neighboring municipalities or for the state, then some centralized constraint might be appropriate.
I have thus far told a happy race-to-the-top story about interlocal fiscal competition. But some theory suggests that interlocal competition will generate a race to the bottom that imposes adverse external effects. There are two separate stories along these lines. In the first, the decision of one locality to decrease its tax rate and thus to attract mobile capital will adversely affect the jurisdiction from which mobile capital departs, and that loss will not necessarily be offset by production gains in the new locality. As a result, localities will compete with low tax rates and low service levels in order to discourage mobile capital from exiting. 28 Alternatively, a locality may generate spillovers by failing to provide services that have positive effects in other jurisdictions. But those extramural effects will not be taken into account by any locality in deciding its own levels, because the nonresident beneficiaries cannot easily be taxed for the services they receive. As a result, a locality will set a tax rate and public service level that, from a social perspective, is too low.
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These effects, however, do not support constrained fiscal home rule. The first problem, failure to tax mobile capital sufficiently, suggests that the locality is not taxing enough. But restrictions on fiscal home rule emanate from just the opposite problem: a concern that the locality will tax too much. The concern for underprovision from a regional perspective is similarly unrelated to fiscal constraints on localities. If localities create spillover benefits, then it is not at all clear why they, rather than the nonresident beneficiaries, should pay for them. The state may wish to subsidize local activity in order to solve the problem of underprovision.
Alternatively, the state could explicitly authorize taxing of nonresidents to obtain reimbursement of the locality that provides the services. But that strategy as well entails enhancing the revenue raising authority of localities, not restricting it.
An additional externality argument that may support tax constraints involves the possibility that local taxes will adversely affect state taxes. order to obtain credit for funding projects may constrain local spending below the optimal level if they perceive local taxes as competitive with state taxes. The fact state legislators have the authority to limit local taxes, in short, may be a function of the allocation of authority between state and local governments generally, but it does not suggest that either set of actors is more likely to spend in the interests of its constituents.
Thus, the argument for constrained fiscal home rule must ultimately come from a belief that greater local fiscal autonomy will generate adverse internal effects that legal restrictions can avoid. The underlying assumption is that unbridled fiscal authority will cause local government officials to impose taxes that are too high, in the sense of providing goods and services that have a value to residents less than their tax price.
One strain of this argument derives from the claim that cities should avoid redistributive functions. I suggested above that, in light of the incentives that cities already face to avoid local redistribution in order to forestall exit, one should presume that any local redistributive taxation conforms to resident preferences. But one could draw the opposite conclusion. That is, consistent with theories that local government officials seek to maximize either public budgets or their personal chances of re-election or post-public service employment, one could infer that any instance of local redistributive taxes is presumptively an effort to subsidize projects favored by dominant interest groups within the city or to maximize budgetary discretion for local officials.
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The implicit claim on this theory is that local officials will systematically direct redistributive spending to projects that do not enjoy popular support. While this threatens to induce mobile residents and capital to emigrate, exit is always constrained by assets invested in the current locality as well as ties to jobs, friends, and family, and the agglomeration effects of being located where other competitor firms and support industries (lawyers, bankers, accountants) are located. 32 Thus, officials can exploit residents at least up to a point without fearing that inefficient taxation will cause exit. This more pessimistic public economy story suggests that local revenue raising should be severely limited, or at least subjected to state supervision. The implication is that in the absence of state fiscal restraints, local governments would overtax their constituents in order to fund goods and services that their constituents did not want to pay for.
One might initially conclude that electoral constraints on public officials preclude them from overtaxing residents, or from using forms of revenue raising that residents disfavor, or from expending funds in ways inconsistent with residents' preferences. expenditures on basic services, restricting access to taxes will not harm recipients of those services. Instead, the constraints will limit the pool of available expenditures, and thus preclude those disfavored by a majority of residents.
Unfortunately, even if it is appropriate to impose some corrective to officials' incentives to diverge from residents' fiscal preferences, broad legal restrictions on fiscal authority provide a rather blunt instrument that can have perverse effects. Consider the constitutional restrictions on property tax rates that several states have instituted. The literature that has analyzed the effects of these limitations suggests that they have led to significant unintended consequences. For example, David Figlio and Arthur O'Sullivan find some evidence for the proposition that local governments manipulate service cuts in order to persuade voters of the need to vote in favor of tax limit overrides by allowing observable services to deteriorate, while continuing to fund less observable expenditures that are likely to diverge from resident preferences. 35 Other studies raise questions about whether tax limitations effectively limit the size of government or officials' access to revenues, rather than inducing officials to substitute unconstrained sources for constrained sources. As Richard Briffault has noted, 36 some studies purport to demonstrate that tax caps shift burdens to other fiscal tools, such as user fees. This shift is not necessarily invidious, since, as I suggested above, user fees can provide beneficial means of gauging preferences and increasing efficiency. But user fees may also be regressive in ways that property taxes are not, and the shift to benefit-based finance surely reduces flexibility to engage in redistributive spending. Other studies, moreover, purport to demonstrate that tax caps have had a selective restraining effect on the growth of government. For instance, one study suggests that Would greater fiscal home rule reduce these difficulties without increasing the risk that local officials would deviate from residents' preferences? The literature on interlocal competition for residence and mobile capital suggests a tentative answer in the affirmative. First, increasing taxes for goods and services that residents disfavor raises incentives for migration and deters investment by mobile capital that otherwise could ultimately increase the locality's tax base. The literature on "revenue hills" indicates that cities that increase taxes past a tipping point will generate net decreases in tax collections as residents exit for more financially hospitable jurisdictions, leaving city officials with fewer funds to allocate to city services or to redistribute to favored groups. 40 This suggests that residents are sensitive to taxes and services in a manner that limits the ability to local officials to use unpopular fiscal tools. Because these effects are constant and dynamic, they serve as more effective constraints than occasional, binary elections.
Local officials who have a full array of financial tools can experiment with them all and seek to balance different allocations of burdens to react to the successes and failures of other fiscal plans.
Even political monopolies cannot resist these effects. maximize budgets or to maximize their reputations, they will want to avoid the financial deterioration that attends misuse of revenue raising.
Finally, any defects in the local political process should not lead us into a Nirvana fallacy concerning state regulation of municipal fiscal autonomy. There is little reason to believe that state legislators are sufficiently pure of motive that they will necessarily correct the overreaching of local officials without introducing distortions of their own. Instead, the same interests that might lead local officials to deviate from the interests of their constituents could equally affect state officials. State imposition of unfunded mandates that appear to impose fiscal obligations on localities largely to avoid state responsibility for the concomitant expenditures demonstrates that state officials can suffer from the same strategic behavior that can pervert local budgetary decisions. 41 The willingness to allow localities to exercise a particular revenue raising authority will not necessarily be granted freely. Rather, it may become a valuable object of logrolling or an opportunity by representatives of suburban districts to exercise influence over decisions in the central city.
I am not suggesting that interlocal competition is a perfect constraint on local officials.
Local officials who place a priority on economic development may favor exchange value over use value and thus ignore residents' preferences in the hope of attracting tax base that serves more personal purposes. 42 The question, however, is not whether markets are perfect, but whether they better constrain local officials than constitutional restrictions on fiscal home rule.
My claim is that reliance on market mechanisms that signal both officials and residents of the propriety of different fiscal tools may be more responsive to local conditions than less highly tailored legal restrictions that are lumpy and sticky, or state control that is responsive to its own set of interests that may interfere with the local market for residence without producing any offsetting benefit. Note, however, that my argument about the disutility of tax limitations applies to localities more than to the state.
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IV. Fiscal Home Rule and Debt
Virtually every state constitution imposes limits on the amount of debt that its political subdivisions, whether granted home rule authority or not, can issue in order to fund capital projects. Typically, municipalities are restricted to an amount that is linked to the assessed property value in the jurisdiction. 44 These limitations are outgrowths of 19 th century debacles in which local governments borrowed heavily for capital improvements that were supposed to generate sufficient revenues to defray the costs of debt service, but that ultimately defaulted.
When those capital improvements, primarily railroads, failed to materialize, local taxpayers were left holding the proverbial bag. The result was an array of constitutional provisions such as public purpose requirements, prohibitions on lending of credit, and debt limitations that restricted relationships between public and private entities.
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In theory, there is a justification for constitutional debt limitations that makes them more acceptable than tax limitations, even for home rule municipalities. Current residents do not necessarily internalize both the full costs and full benefits of debt. Projects constructed with bond proceeds will return immediate benefits, but the costs will be borne largely by future 43 Because I rely on the market for residence, and that market is thicker among localities than it is among states, I venture no view about whether tax limitations on states should similarly be relaxed. 44 residents who must pay debt service at a time when the project may or may not be desirable. As a consequence, unless one believes that future debt service is fully capitalized into the current tax structure and property values of the locality, current residents have an incentive to utilize too much debt and to impose a temporal externality on future residents. Legal constraints may be appropriate to prevent localities from becoming overextended for projects of dubious future value if future residents who must pay the debt cannot protect themselves.
The relevant question, then, is not whether there is a need for a constraint on officials who might wish to issue debt, but whether constitutional debt limits best fulfill that role. There are multiple reasons to believe that they do not. First, legal debt limitations do not preclude localities from issuing all debt. Rather, they preclude issuance of debt that falls within the meaning of that term as it is used in interpretation of the constitutional clauses. A century and a half of judicial construction of these clauses has dramatically reduced the significance of debt limitations. The early exclusion of obligations secured solely by revenues generated by operation of the project financed with bond proceeds made sense, insofar as payment of those debts was not secured by the municipal treasury and thus did not expose residents to the risks of financial distress that the limitations were intended to preclude. 46 But subsequent judicial contraction of the scope of constitutional "debt" has exposed the municipal treasury to risk by validating evasive forms of financing that testify to the imagination of intelligent bond lawyers and investment bankers, rather than to the suitability of debt limitations. Machinations for circumventing debt limits include "moral obligation" bonds or bonds the payment of which is "subject to appropriation" compel payment as practical matter, even if the issuer is technically 46 See free to cease payments. 47 Tax increment bonds permit an issuer to dedicate property taxes in excess of a baseline amount to payment of debt service without violating the constitutional limit.
The justification is that the funded project increases property values, so that tax receipts above the baseline are directly related to the expenditure. But typically there is no requirement that the relationship between the funded project and the increase in property values be proven in order to remove the obligations from constitutional limits. 48 The creation of special authorities to issue debt separate from that of the general municipality creates overlapping jurisdictions with concomitant increases in the size of government. 49 One might contend that these devices reveal that debt limits are ineffective and thus do no harm. But circumventing debt limitations by devising alternative financing mechanisms imposes additional costs on municipalities that issue debt, both because discovering and testing the legality of alternatives requires additional expenses, and the interest rates payable on debt that purports to be payable from more limited sources is likely to be higher than interest rates on general obligations of the same issuer. Should a debt avoidance mechanism be declared improper, the results may cause financial distress to the issuer. 50 Moreover, circumvention of debt limitations obfuscates the locality's true debt position by making it more difficult to discover the total obligations of the issuer. My point is not that debt limitations are irrational, although they lack the cohesion and consistency that one might expect if they really provided appropriate constraints on localities.
Rather, my point is that municipal debt limitations, like restrictions on taxes, reflect a view of local governance that is unnecessarily in tension with the autonomy-enhancing objectives of home rule. The application of debt limitations to general obligation bonds, but not to revenue bonds may make economic sense, insofar as revenue bonds do not expose the issuing locality to the same risks of project failure that gave rise to the demand for constitutional limitations in the first instance. But, like restrictions that apply to taxes and not to fees, the separate treatment of general obligation debt and revenue debt favors allocative functions of local governments over redistributive functions, notwithstanding that the locality itself may prefer redistribution. Indeed, the payment mechanisms for these revenue bonds typically consist of fees and taxes that are tied to debt service. Thus, the restrictions apply only when a locality is engaged in a project that entails a degree of innovation and entrepreneurial risk that may require a commitment of the municipal treasury in order to attract bondholders and that one might think underlies the preference for home rule. But the fact that such projects must compete with more traditional capital expenditures for a limited amount of permissible debt discourages or increases the costs of municipal innovation.
Second, the need for debt limitations to constrain local overextension is more dubious than was the case when these limitations were promulgated. Debt can be a dangerous tool in the hands of local officials who have incentives to spend money in the short term that has to be repaid only when they have left office. As a result, one can make an argument for external checks on debt, even those that vary widely among jurisdictions, in order to counter incentives of requirements, the development of bond counsel as a legal specialty to pass on the legality and validity of bonds, the birth of rating agencies to track the financial stability of issuers, and the creation of a thick secondary market for bonds that provides bondholders with additional incentives to monitor performance of issuers. Recent critiques of financial markets and rating agencies do little to recommend them as perfect monitors of local decisions about debt. But, again, the presence of perfection is not the proper question. Rather, the relevant inquiry is whether debt limitations that seem haphazard and that are systematically, but expensively, evaded add anything to admittedly imperfect market based constraints, or whether they simply further distort local financing decisions. My tentative conclusion here, as in the area of taxation, is that even flawed market constraints on local officials may be better suited than legal constraints to balance the objectives of home rule against the risks of local fiscal impropriety. If potential bondholders, informed by disclosure and accounting requirements, have incentives to monitor issuers, and if the market for debt, augmented by disclosure and accounting requirements is sufficiently thick, then one would anticipate that interest rates for any municipal issuer of debt will reflect creditworthiness and the risk of overextension. Thus, they substitute 61 The Government Finance Officers' Association promulgates generally accepted accounting practices and standards for governmental accounting, auditing, and financial reporting. See, e.g., http://www.estoregfoa.org/StaticContent/staticpages/GAAFR2005moreinfo.html.
for legal constraints that purport to preserve the safety of the municipal treasury by limiting the amount of debt. Moreover, interest rates are more nuanced and responsive to the current circumstances of the issuer than a blunt legal limitation. Unlike interest rates, debt limitations cannot be adjusted to take into account municipal resources that are not reflected in assessed property value. In short, interest rates based on significant amounts of information are likely to send a strong signal about the affordability of debt, a measure for which debt limitations presumably do no more than serve as a rough proxy. Interest rates provide a secondary benefit to the extent that they reflect the financial health of a municipality. Since interest rates for municipal debt are readily observable and can be compared to interest rates paid by other localities, reliance on interest rates also provides a mechanism by which residents can monitor the fiscal performance of their officials relative to officials in other jurisdictions.
Explicit reliance on market mechanisms rather than debt limitations to achieve optimal debt levels may also reflect current reality. After reviewing the ease with which state debt limitations can be avoided and their lack of connection with governmental needs, D. Roderick Kiewiet and Kristin Szakaly conclude that "it is the discipline of the credit market that is the real constraint on issuing debt, not the state constitution." 62 There seems little reason to believe that the analysis would be different for local rather than state debt. Their result seems consistent with the findings of Bayoumi, Goldstein, and Woglom. 63 They tested a market discipline hypothesis for sovereign debt and concluded that yields on debt of states within the United States rise at an increasing rate with the level of borrowing, and that at some level of borrowing, the market stops supporting a sovereign's debt issuance. They infer that borrowers have market incentives to avoid issuing excessive debt. 64 This does not necessarily mean that public officials properly respond to market incentives. 65 Moreover, the market constraints may suggest only that borrowers review per capita debt burden of the issuer, which may be a very rough surrogate for quality of debt. These studies do, however, suggest that potential creditors somewhat utilize information obtainable from the market about sovereign borrowers.
Finally, creditors of municipalities are able to negotiate bond covenants that restrict local officials from engaging in conduct that might jeopardize the public treasury in a more direct way than the imposition of a debt limit, which assumes that constrained public officials will surrender inefficient projects, not those that they may favor for more personal purposes. 66 The interests of creditors, of course, will not always perfectly coincide with those of residents. But bond covenants are possible whenever municipalities issue debt, so the presence of debt limitations does not prevent the possible inconsistency. The relevant point is that creditors' and residents' interests in the health of the public treasury are often consistent; to the extent that is true, the utility of debt limitations is reduced. Indeed, I have suggested elsewhere that under plausible conditions, bondholders will not only serve as useful monitors of local debt, but will also be able to compensate for some of the slack in monitoring by the electorate of local officials' performance in general. 67 Relaxation of legal constraints on debt, of course, increases the incentives for bondholders to engage in that monitoring role, since they cannot rely on even artificial limits to deter fiscal overextension. In addition, to the extent that legal limits require circumvention through obfuscating funding devices, elimination of those limits could render the amount of indebtedness more transparent.
V. Conclusion
If home rule is desirable, and if its exercise requires fiscal discretion, then legal constraints must be justified by some countervailing objective. There certainly exist reasons to be wary of unfettered fiscal discretion, since local officials may make budgetary decisions that adversely affect either their own residents or nonresidents. But even in an era where markets have revealed their imperfections, one should not necessarily resort to legal doctrines to provide optimal solutions to questions of institutional design. The bluntness and inflexibility of legal doctrine may prove to impose relatively high impediments on the exercise of home rule for relatively little benefit. Reliance on market checks may allow local governments more fiscal flexibility while simultaneously encouraging more transparency and less political divergence from resident preferences than legal constraints. If I am correct, a greater degree of fiscal home rule promises greater realization of the objectives that lead us to favor decentralized government in the first instance.
